default rules come in two general flavors. First, there are default rules designed to approximate what most parties would have agreed to, with respect to a particular contingency, under conditions of perfect information and zero transaction costs. Such "market-mimicking" or "majoritarian" default rules have the advantage of minimizing the need for contracting parties to incur the costs necessary to "contract around" the default rule. That is, majoritarian default rules can simply be used "off the shelf" and left in place by a majority of contracting parties; that is, they will need to be contracted around by only a minority of contracting parties, thus minimizing transaction costs. Some default rules, however, are not designed to minimize transaction costs, but instead actually are designed to induce parties to take action. Such rules, sometimes referred to as "information-forcing" or (the less appealing term) "penalty" defaults, are designed to disfavor the party with superior information in an attempt to induce that party either to negotiate for a more efficient allocation of rights and obligations or to change their primary conduct in some way. An example of such a rule would be the damages rule set forth in Hadley v. Baxendale, 9 Ex. 341 (1854) . The Hadley rule says that only the damages typically recoverable in a contract case are those damages within the reasonable contemplation of the parties at the time the contract was entered into.
Under the Hadley rule, if one party knows that it will suffer extraordinary damages in the event of a breach, it has an incentive to reveal that information in order to bring those damages within the contemplation of the party and thus within the scope of the contract.
As insurance law scholars have pointed out in prior work (E.g., Abraham, 1996; Abraham, 2001; Boardman, 2013) , another contract doctrine that has penalty or information-forcing qualities is the interpretive doctrine of contra proferentem, which says that ambiguities in contractual language will be construed against the party who provided the language. That rule confronts contract drafters with the choice either to redraft the language of the contract to be clearer or to leave the language as it is and have the term construed against them. It should be noted, of course, that the doctrine of contra proferentem itself is not a penalty default rule. Contra proferentem is a contractual doctrine that acts as a tie breaker between two reasonable but incompatible interpretations of a contract term. In such a situation, the interpretation that favors the non-drafter is chosen as the meaning of the term. It is that tie-breaker interpretation of the contract term that is a penalty default, since the parties to the contract, or other parties to similarly worded contracts, can alter the wording of the term to have a different meaning going forward. Of course, contracting parties may elect not to contract around the court's tie-breaking interpretation of the contract term in question-for example, because redrafting the term may produce further ambiguity). (Boardman, 2006) But it is at least possible. By contrast, the doctrine of contra proferentem is best understood as either a majoritarian default rule (one that a majority of contracting parties would contract for) or a mandatory rule. On whether rules of contractual interpretation are, or should be, mandatory or defaults, see discussion in Section III and IV below.
As mentioned above, the choice of an efficient default rule is not the only normative question facing the economic analyst of contract law. A second, and in some situations more critical, question is whether a particular rule should be left as a default rule or whether instead should be made mandatory. 1 In the efficiency-oriented contracts literature, justifications for mandatory rules rely of course on claims of market failure. In particular making a rule of contract law mandatory can make sense if one of the parties lacks ready access to important information or is subject to cognitive biases that cause them to misprocess certain types of information. Similarly, if the contract produces external costs or benefits (costs or benefits experienced by parties who are not involved the contract and thus not able to represent their interests in the negotiations), the contracting process can produce inefficient outcomes. Finally, if one of the parties to the contract is in the position of a monopolist, and the other party has relatively few choices, it is sometimes argued that the terms of the contract can be inefficient, although economists often respond that even a monopolist will want to include all efficient contract terms (so as to produce more From an economic perspective, a reasonable question to ask is why any rule of contract law would ever be compulsory? Why not always permit the parties to agree to terms that best suit their individual needs and preferences and thus maximize their own utility? 1 Of course, after a dispute has arisen between the parties, even a so-called mandatory term in the contract can be contracted around. (Ware, 1999) . value to extort in the bargaining process). For a survey of these standard arguments, see Trebilcock (1993) .
A number of existing mandatory contract law doctrines can be explained in terms of these market failures. One prominent example involves product liability law. During the last century, the law of product accidents has shifted from a regime in which responsibility for product-related personal injuries was governed purely by the terms of the contract between buyer and seller (a regime in which waivers of liability for personal injuries was enforced) to a regime in which responsibility for product-related injuries is governed by mandatory, non-waivable principles of tort law. The key point to recognize about this well-known and frequently discussed shift in products liability law is that it entailed both (a) a change in the underlying liability rule (the rule assigning responsibility for product-related injuries) 2 and, more importantly for present purposes, (b) a change in the nature of the rule, from a default rule to a mandatory rule, as attempts to contract around it were deemed unconscionable. 3
Both changes-the change in the liability rule and the change in nature of the rule from default to mandatory-have been justified on a number of different theoretical grounds. One of the most persuasive is a story of information asymmetry. Because product consumers as a group tend to be poorly informed about the risks posed by most consumer products relative to product sellers and because individual consumers tend systematically to underestimate the risks of product accidents (again, relative to product sellers), the market for consumer products cannot be expected, by itself, to produce optimally safe products and optimal consumer product warranties. That is, because of this information problem, we cannot expect consumer product contracts, including the warnings and disclosures made to consumers, to strike the optimal balance between product safety and product price. Consumers, being poorly informed and systematically underestimating risks of catastrophic losses that have very low probabilities, will be, contrary to their own best interests, unwilling to pay the cost for optimally safe products and for products that come with product-risk insurance. (Latin, 1994; Arlen 2010) 2 Escola v. Coca Cola Bottling Co., 24 Cal. 2d 453 (1944); Greenman v. Yuba Power Products, Inc., 59 Cal. 2d 57 (1963) ; Restatement (Second) of Torts, § 402A (1965). 3 Henningsen v. Bloomfield Motors, Inc., 161 A.2d 69 (N.J. 1960) ; U.C.C. § § 2-715 & 2-719. This story can be used not only to explain why it makes sense on efficiency grounds for legislatures or courts to adopt a liability rule that shifts product-injury costs to product sellers (who are, to use Calabresi's language, the cheapest cost avoiders), but also to justify making the strict liability rule mandatory or nonwaivable by the parties to the contract. If the rule of strict products liability could be altered simply by the insertion of a product warranty waiver, such waivers would inefficiently proliferate, eliminating the effect of the rule. Consumer products that did not include the waiver, that leave the strict liability rule in place, would be more expensive than the consumer products that waived the rule; and, because consumers are unaware of or underestimate the risks of product-related injuries, they would not be willing to pay the additional cost, which their better informed or less cognitively biased selves would be willing to pay.
Thus, in the product liability example, both the choice of the particular liability rule and the choice to make the rule nonwaivable can be, and should be, grounded on the same market failure rationale-here the problem of information asymmetry. (Croley & Hanson, 1993) This point applies to all default rules in contract law: whatever the theoretical justification for the choice of the rule, the choice whether to treat the rule as mandatory or waivable in a particular case should be consistent with that theoretical justification. As a corollary to this principle, the nature of the market failure that justifies the underlying rule also bears on whether a rule should be mandatory or default for all parties and in all circumstances, or only some. Thus, insofar as the mandatory nature of modern products liability law is based on the presumption that consumers tend to underestimate product risks, the rules of products liability law should be mandatory only in circumstances in which this information problem exists.
The rules regarding the products liability mandatory/default boundary in most states are roughly consistent with this approach. For example, the Uniform Commercial Code permits disclaimers for consequential damages, but only if they are not unconscionable; and the doctrine of unconscionability itself is likely to take into account the information asymmetry problem that exists between product consumers and product sellers. Moreover, the U.C.C. presumes that such a disclaimer is unconscionable in the case of personal injuries involving "consumer goods." (U.C.C. § 2-719(3)) Note that the same basic point could be made if the market-failure rationale for the liability rule is something other than information asymmetry. Thus, if the argument in favor of the underlying legal rule is based on some sort of externality story or a bargaining power asymmetry, then the choice of the mandatory/default-rule boundary should track that story as well.
III. Mapping the Mandatory/Default-Rule Boundary in Insurance Law
As with contract law generally, the overwhelming majority of the law that governs the parties' actions is found in the language of the contracts themselves. Although the vast majority of insurance policies are standard form contracts, which policyholders (rationally) never bother to read until a loss occurs, there are good reasons why the rights and responsibilities of insurers and insures are governed primarily by the plain language of the policies. (ALI 2013) Therefore, because the language of insurance contracts can be altered by insurers (or by the insurance trade associations) that draft the policy language, there is an important sense in which the law governing insurance arrangements consists primarily of default rules or default contract terms. .
There are, however, ways in which the parties to insurance contracts are not free to choose whatever outcome they wish. The common law of insurance or a particular state's insurance code (or the regulations promulgated by the insurance regulatory authority under the authority of that state's insurance code) may impose limitations on what terms may be inserted into an insurance policy, how those terms will be interpreted by courts, or what background duties will be imposed on insurers and insureds. This section divides such mandatory rules into three general categories: (1) insurance policy terms that are expressly required by state legislatures or by state insurance regulators to be included into certain types of insurance policies; (2) basic contract and insurance law duties; (3) the rules of contract interpretation and enforcement. This section also discusses one large potential loophole in all of these mandatory rules: arbitration clauses. Later in this essay we will revisit these mandatory rules in light of the role of state administrative agencies in deciding whether to approve standard form insurance policies drafted by or on behalf of insurance companies. This approval process means that a rule that is a default rule under the common law of insurance may become an immutable rule when the state insurance department refuses to approve any insurance policy that attempts to contract around that rule. Prior literature has largely ignored this possibility and the additional options it opens up for the common law of insurance. We will do so for the moment as well.
1.
Insurance policy terms expressly required by statute or regulation. It is well known that insurance contracts are regulated in a way that most other contracts are not. 
1999).)
There are many other examples of statutorily mandated insurance contract terms. In the context of occupational disability coverage, for example, California (which has more than its share of mandatory rules) has defined "total disability" to be the insured's inability to perform the substantial and material duties of her own occupation, even if the policy contains language expressly conditioning such coverage on not being "engaged in any other gainful occupation." (Hangartner v. Provident Life and Acc. Ins. Co., 373 F.3d 998 (9th Cir. 2004)).
2.
Common law duties. Certain duties developed in the common law of contracts can also be understood as mandatory terms in every insurance policy. For example, it is hornbook law that every contract, including every insurance contract, contains an implied duty on the part of all parties to the contract to act in good faith, or to refrain from acting in bad faith, when enforcing their contractual rights and or carrying out their contractual obligations. (See, e.g., U.C.C. § 1-102(3) (stating that the obligation of contracting parties to act in good faith may not be disclaimed by agreement of the parties.)) This general duty has been interpreted to have a number of implications in the insurance context. One example involves the insurer's duty to pay benefits owed. In most if not all jurisdictions, an insurer who relies on a patently unreasonable interpretation of the language in the policy to refuse payment to a deserving insured may later be found by a court to have breached the duty of good faith and fair dealing. (Barker 2012) Such a breach can expose the insurer to not only compensatory consequential damages but also punitive damages. And the duty to act in good faith is mandatory. A term in an insurance policy purporting to eliminate the duty of good faith and fair dealing would almost certainly be struck down as unenforceable. As a result, every insurance policy contains this implicit, nonwaivable contractual term.
The duty to defend and the duty to settle in liability insurance policies are examples of what might be called quasi-mandatory implied contract terms. They are "quasi" rather than fully mandatory because, although insurers can eliminate the duties contractually, they can do so only by redrafting their policies in ways that substantially alter the allocation of rights and responsibilities between the insurer and insured. Take the duty to defend. If a liability insurance policy includes a term giving the insurer the right, and imposing on the insurer the obligation, to "defend the insured against any suit seeking damages" (as most liability insurance policies do), the meaning of that duty will be shaped by the judicial doctrine that has developed interpreting that language. Thus, for example, courts have generally interpreted the duty to defend to be broader than the duty to indemnify. This means, among other things, that if a complaint filed against an insured contains even a single allegation that if proven would be covered, the insurer must provide the insured with a defense, even if that allegation later turns out to be false or fraudulent. This "complaint-allegation rule" is the prevailing law in most jurisdictions. (ALI,
2013)
What's more, it seems likely that such a rule would be applied to any liability policy that imposes on the insurer the obligation to defend the claim (and by defend the claim we mean actually provide the defense-choose the lawyer, supervise the litigation, etc., and not merely indemnify the insured's defense costs), even if the insurer attempted to contract around it. Put differently, while a liability insurer can contract out of this duty by eliminating the duty to provide a defense (by, for example, making clear that it only pays for indemnification costs after the liability has been resolved, and not for ongoing defense costs), if the insurance contract contains a term stating that the insurer will provide or pay for the defense, that term will necessarily be interpreted in light of the judicial doctrine that has developed in this area.
The American Law Institute's Principles of Liability Insurance Law (PLLI) treats these rules as mandatory for all so-called "duty to defend" policies-that is, policies that impose on the insurer the obligation actually to handle the defense of the case, and not merely to reimburse defense costs. (ALI 2013) "Defense cost indemnification policies," however, are treated differently under the PLLI. If a the defense cost indemnification policy obligates the insurer to pay the costs of defense on an ongoing basis, then the rules developed in the duty to defend context apply on a mandatory basis for defense cost indemnification policies other than those issued to large commercial policyholders. If, however, the policy obligates the insurer simply to reimburse the costs of defense after the claim has been resolved, the PLLI does not impose the usual duty to defend style rules.
The duty to settle is similarly a quasi-mandatory rule. Most liability insurance policies contain a provision giving the insurer the discretion to settle any claim brought against the insured. This allocation of authority makes sense, given that the insurer, which is defending the suit, will have better access to information necessary to make a reasonable settlement decision and given that, in many cases, it is mostly the insurer's money that is on the hook. However, in situations in which there is a possibility of a judgment in excess of the policy limits, the insurer will sometimes have an incentive to reject reasonable settlement demands in favor of litigating the case, because it will be risking not only its own money but also the insured's money. Given this conflict of interest, courts have created an implied duty on the part of liability insurers that sell such policies to make reasonable settlement decisions-defined as decisions that a reasonable party facing the entire liability would make. Although insurers could eliminate that duty by redrafting their policies to remove the insurer's discretion to settle (and thus the conflict-of-interest created by the excess judgment scenario), it seems unlikely that a court would enforce a term that maintained the insurer's settlement discretion but eliminated the insurer's duty to make reasonable settlement decisions. This conclusion is supported by the fact that the duty to settle developed out of the duty of good faith, which, as we have already noted, is generally not waivable.
3.
Rules of contract interpretation and enforcement. The basic rules of interpretation developed in the common law of contract are generally considered mandatory, and this is true in the insurance context as well. (Rappaport, 1995; Boardman, 2013) For example, the doctrine of contra proferentem, under which ambiguous terms are construed against the party who supplied the term, is routinely applied in insurance cases (typically to the benefit of insureds against insurers), irrespective of whether there is language in the policy seeking to eliminate that rule. However, it is difficult to find examples of cases in the U.S. in which this proposition has ever been tested. While there are a few reported cases of policies with such provisions, in none of those cases is the provision tested because the insurance policy term at issue was jointly drafted by the parties. 5
In addition to the rules of contract interpretation, there are the rules of contract enforcement, all of which tend to be mandatory, making these rules in effect mandatory implicit terms in every insurance contract. In some jurisdictions, for example, courts have held that a policy purporting to cover intentionally caused losses is unenforceable on public policy grounds, on the theory that permitting such insurance would increase incentives for insureds to cause losses intentionally, the classic moral hazard concern. (E. 
4.
Potential loophole to mandatory rules. All three of the above-listed categories of mandatory insurance law rules are subject to one large potential loophole: the mandatory binding arbitration clause. If an insurance policy contains a mandatory arbitration provision, and if there is no state statute or insurance agency regulation that specifically says mandatory arbitration clauses are unenforceable, such a clause may well be enforced by the courts. Once an insurance despite is in arbitration, there is no guarantee that the arbitrators will apply the rules of insurance law that are traditionally considered mandatory by the courts. Arbitration clauses often contain choice-of-law provisions, which can be used by the parties to apply the laws of a jurisdiction that has fewer mandates.
For example, Bermuda-form policies often provide that the insurance laws of New York will apply, but that interpretive rules such as contra proferentem will not. There is an important difference, however, between the context of standard-form consumer contracts generally (including standard form mobile phone contracts) and the context of insurance contracts. As mentioned above, the insurance industry in general is much more heavily regulated than most industries, and standard form insurance contracts in particular are much more heavily regulated than most standard form contracts. One example of this difference is the regulation of mandatory arbitration clauses, which have been banned from insurance contracts in a number of states. More specifically, there are at least twelve states with statutes expressly forbidding arbitration clauses in insurance contracts sold in those states. In at least five states, although there are no insurance statutes directly on point, there are regulatory pronouncements from the insurance regulators forbidding arbitration terms in particular types of insurance policies. (Kravec, 2012) In addition there are likely to be even more state insurance departments that would refuse to approve insurance policy forms that contained an arbitration clause.
(This latter possibility grows out of the same regulatory authority that we will consider below.)
The next question is whether such state-law prohibitions on arbitration clauses in insurance contracts would be enforced, despite the recently expanded interpretations of the Federal Arbitration Act.
Although the Supreme Court has not ruled on the subject, it seems likely that the McCarran-Ferguson Act, and the reverse preemption presumption discussed above, will be found to trump the FAA, since the FAA nowhere specifically states that it was meant to preempt state insurance law or apply to the "business of insurance." Indeed, some lower courts have so held. 6
IV. Evaluating the Mandatory/Default-Rule Boundary in Insurance Law
There are two steps in the normative economic analysis of a rule of contract the mandatory/default boundary seems roughly consistent with those rationales as well. A contract term will be held unconscionable and therefore unenforceable only under conditions in which there is likely to be information and/or bargaining-power asymmetries-situations involving standard form boilerplate terms in policies sold to consumers. And courts typically apply doctrines such as reasonable expectations and disproportionate forfeiture only in situations which the contracts are standard form policies drafted by insurers and where no negotiation of terms takes place, which correlates to some extent with when the insured is commercially sophisticated. (Stempel, 1993; Beh, 2004) .
Mandatory auto insurance presents an especially interesting case. State auto insurance statutes typically require only that the auto owner maintain a certain level of liability insurance. The primary justification given for these requirements is the desire to protect innocent third party victims of auto accidents. Such laws were first enacted at a time when auto-related injuries and deaths were on the rise and when first-party health and disability insurance markets were not well developed. In addition, state auto-liability insurance requirements responded to the problem of judgment proof drivers: drivers who have insufficient assets to cover the losses their driving might cause to others. In the absence of such mandates, auto owners have an incentive to carry insufficient insurance to cover the losses their driving might cause. Therefore, compulsory auto insurance is primarily a response to an externality problem. This is presumably why, in some states, car owners can get out of the requirement of buying an auto insurance policy if they can prove that they otherwise are "financially responsible"-that is, have sufficient assets to pay for any harms their driving causes. However, car owners are not permitted to avoid the auto liability insurance requirement simply by demonstrating that they are highly sophisticated or well informed about the risks. Again, this difference demonstrates the basic point: the line between mandatory and non-mandatory insurance law rules should be defined in ways that are consistent with the market failure rationales that justify the rules in the first place.
Not all auto insurance mandates are necessarily in response to externality concerns. For example, mandatory health insurance terms are meant to protect the insureds themselves from the possibility of certain types of health-care expenses. But why should such terms be mandatory? Shouldn't consumers be permitted to decide for themselves whether such coverage is worth the price? The argument to the contrary must be that individual consumers do not fully understand the risks of debilitating auto injuries, and thus will underestimate the value of such coverage in the market. It is also possible, however, to make externality-type adverse selection arguments: in the absence of the mandate, relatively low risk individuals will tend to opt out of the insurance regime, causing premiums to rise for everyone else.
The externality argument is clearest for rules that prohibit contract terms that threaten harm to third parties. If insurance companies could contractually agree to provide coverage in situations in which the insured has no insurable interest, for example, the risk of moral hazard would obviously increase.
Insureds would have an incentive to take out policies on property that they do not own, for which they are not a lessee or have any other economic interest (or, in the worst case scenario, to take out coverage on the life of someone unrelated to them), and then to destroy the property (or the person) in order to recover the insurance. While there are clear criminal laws that punish this sort of behavior, there is nothing wrong, from an efficiency perspective, with adding the additional discouragement of refusing to enforce the policy terms. Similar arguments could apply to the public policy doctrine that forbids insurance against intentional harms, at least in the first party insurance context. In the liability insurance context there are competing externalities -moral hazard and victim compensation. The better approach in the liability insurance context is to address the moral hazard concern by permitting the insurer to subrogate against the insured or by reducing the amount of the insurance in cases when insureds have the capacity to pay (thereby promoting the victim compensation externality). In any event, the mandatory nature of externality-based rules should, and apparently does, extend to all insureds and not just those that are poorly informed, as all insureds (if the well informed) would be subject to the moral hazard problem.
Here we should emphasize the difference between two types of mandatory insurance law terms:
those that tend to favor a finding of coverage (such as insurers' implied duties to defend and to settle) and those terms that tend to favor a finding of no coverage (such as the public policy doctrine as applied to intentional harms). The pro-coverage mandatory terms will obviously tend to produce higher premiums, assuming the additional coverage is non-trivial in magnitude. These mandatory terms are analogous to the mandatory product-risk insurance implied by the modern products liability, as discussed above (which also results in higher product prices). The anti-coverage mandatory terms, by contrast, tend to lower premiums overall, compared with insurance policies that do not have the terms. The mandatory nature of both of these types of mandatory terms, however, make sense from an efficiency perspective: that is, in both situations, the contracts that would be produced by the market, if these terms were alterable by agreement of the parties, would likely be inefficient.
One especially interesting set of (mostly) mandatory rules in insurance law are such basic contract doctrines as contra proferentem, waiver and estoppel, misrepresentation, and the general duty of good faith and fair dealing. As mentioned, American contract law seems to treat these rules as being largely mandatory, except insofar as state regulators permit insurance contracts to include mandatory arbitration clauses (and even then, it isn't clear to what extent arbitration does away with such doctrines).
Although articulating the full efficiency justification for each of these doctrines is far beyond the scope of this essay, such a justification is not difficult to imagine. Indeed, such justifications have become a part of the standard economic analysis of contract law. As an efficiency matter, should parties to insurance contracts be permitted to contract around these rules? In our view, the answer to that question is highly dependent on the particular doctrine at issue and on the specific facts on the ground. For example, we doubt that it makes sense to permit standard form insurance policies to include terms that waive the doctrine of contra proferentem (and we doubt that most insurance regulators would permit such a term), because the beneficial incentive and risk-allocative effects of the doctrine would seem to be useful for all types of insureds, sophisticated or not, and for all types of policies. (Indeed, if a contract contains a term that truly cannot be given a single reasonable meaning, what rule could be more efficient than imposing the cost on the party responsible for supplying the term?) The same may not be true, however, with other basic contract doctrines, especially the ones whose function is to protect only the least sophisticated insureds. With such doctrines, it might make sense to permit the most sophisticated insurance purchasers, who do not need the protection of a rule, to opt out of it. We talk further about this possibility in Section VI below.
Does the quasi-mandatory nature of the duty to defend and the duty to settle make sense from an efficiency perspective? Should liability insurers, for example, be able to alter the standard defense obligation to provide that, defense costs paid by the insurer must be reimbursed by the insured if the claim being litigated is ultimately determined not to be covered under the policy-which is not permitted under the standard duty to defend? Certainly in the context of policies sold to unsophisticated parties, when individuals purchase insurance that purports to cover defense costs as well as damage and settlement payments within the policy limits, it seems likely that the expectation is that duty to defend will be broader than the duty to indemnify; and being required, after the fact to reimburse the costs of the defense would come as a shock. Thus, just as warranty disclaimers for personal injuries in product liability cases are unenforced, perhaps the same argument would apply to justify requiring duty to defend policies not to require reimbursement.
But on this argument, why then would we permit liability policies that do not provide for coverage of defense costs at all? Wouldn't individual insureds expect to be receiving a defense with their liability policy, even if the policy clearly provides otherwise, given that such coverage has historically been provided with liability insurance? We think that extending the mandate to require that liability insurers provide defense cost coverage would be going too far. It is our view that consumers would easily be able to understand the distinction between liability policies that cover defense costs and those that do not, in part because such a distinction would correlate with substantial differences in premiums, whereas fine-tuning the defense mandate would easily go unnoticed, or not fully understood, given the relatively minimal effect on premiums. 7
Given the importance of the mandatory/default-rule issue, it is interesting that courts deciding insurance law cases so rarely, in fact almost never, address the question explicitly. This probably has to do with the fact that some insurance policy terms are simply required by law (see examples above) and it may also relate to the fact that insurance policies generally must be approved by a regulatory agency before they are used by insurers (see the next section); therefore, courts in insurance cases may feel especially inhibited from ruling on the mandatory/default-rule issue. Another reason that courts do not address the mandatory/default-rule question directly is that the issue is so rarely presented. Most impliedin-law insurance contract terms are true gap fillers, in the sense that courts create the terms in circumstances in which the insurance contract is silent or ambiguous with regard to some issue that is critical to the question of coverage in the particular case. In that context, there is just no need for the court to address the counter-factual question whether an unambiguous term to the contrary would be enforceable.
A similar story could be told with respect to the duty to settle.
A final reason that courts rarely address directly the mandatory/default-rule question in insurance law may be that the judges realize that they probably are not in the best position to make the decision in most cases. Consider the amount of information a court would need to have to make such a ruling, if it 7 Whether it would make sense for the insurer to offer to consumers or small businesses a liability insurance policy without defense coverage is a different question -one that insurance law leaves to the insurance market to work out.
were going to do so in a way that is consistent with the efficiency framework outlined here. Again, the question whether the rule should be mandatory or default turns on not only whether there is a market failure present but also what the nature and extent of the market failure is. This is not a type of analysis for which a court is ideally suited. This may explain why most mandatory terms in insurance contracts result from legislation or regulatory intervention, rather than judicial decision. Whereas courts are considered the best fact finders with respect to what happened in a particular case, legislatures and administrative agencies are generally thought to be better fact-finders with respect to questions of general market failures and determining when and what sort of government intervention is called for. Such "polycentric" inquiries are inherently legislative or regulatory in nature. This is of course not to say that courts should never take on a regulatory role. Recall the example of products liability law, where it was the courts that pioneered certain interventions in consumer product markets, including both the adoption of the strict products liability rule and the decision to make that rule mandatory and non-waivable by contract. Such judicial interventions can be appropriate and useful. But they are and should be relatively rare, and they should be carefully tailored, especially in areas in which the legislature and the regulatory authority are active, as exemplified by the number of Supreme Court preemption cases addressing the appropriate role of products liability law in the regulation of pharmaceutical products given the presence of Congressional and administrative agency regulation of that market. The following section addresses more specifically the role of state insurance regulators in drawing the mandatory/default-rule boundary.
V. Considering Administrative Review of Insurance Forms
The analysis of standard form contracts in the insurance setting is different from the analysis of standard form contracts in other settings, in at least one important way: The terms used in insurance contracts are subject to the approval of a public regulator, the state department of insurance. This fact, which has gone largely ignored in the insurance contract law literature, has important implications for insurance law. Given that the insurance regulator is in the best position to determine whether and to what extent a market failure exists with respect to a particular type of insurance or in a particular insurance market, it should matter to the mandatory/default-rule question whether the regulator has approved or declined to approve a particular term. But just how should it matter? This section addresses that question.
The regulation of insurance forms is one of the core functions of state insurance departments throughout the United States. State regulation of forms differs along such dimensions as (1) whether an insurer must obtain active approval of the department before using a form or whether the insurer may use the form as long as the department does not refuse to approve the form within a certain period (recognizing that, as applied, this could be a distinction without a difference), (2) whether there are exemptions from the approval/non-disapproval requirement, for example for the very large commercial market, and (3) the amount of staff time and other resources devoted to the substantive review of insurance policy forms. However, insurance departments in all states have at least the formal legal authority to refuse to approve an insurance policy form on the grounds that, in the judgment of the insurance department, the form is not in the public interest. Insurance departments' formal legal discretion in this regard is very broad, making the department's decision the last word on whether a form may be used in the state or not. 8
When the insurance regulator rejects a particular policy term.
Taking this regulatory oversight of insurance contract terms into account, consider the effect on the mandatory/default-rule boundary when an insurance regulator refuses to approve a policy term.
Imagine, in particular, the case of an insurer that wants to alter a recent pro-coverage judicial interpretation of an existing term in the insurer's insurance policy. With that in mind, the insurer submits a revised version of the policy for approval by the regulator, a version that contains new language that makes explicit that there should be no coverage in the situation in which the court said that there was coverage. In such a case, if the regulator says no, then the old term-as well as the pro-coverage judicial interpretation of that term-is now clearly mandatory. It may have been mandatory before; but the regulator has removed any doubt about the question.
How likely is this to happen? The insurance contract law literature typically assumes that insurers can get whatever forms they want through the state administrative agency. Yet, insurance companies frequently complain that state insurance departments will not approve their forms. Moreover there is circumstantial evidence that insurance departments do exercise their authority to refuse to approve insurance policy forms that would contract around implied-in-law terms. The evidence comes in two forms. The first is the surprising dearth of authority regarding the mandatory (or not) nature of a variety of insurance law rules that are widely disliked within the insurance industry, such as contra proferentem, the use of extrinsic evidence to interpret insurance policy terms, and the complaint allegation rule approach to determining when a liability insurer has the duty to defend a claim. If insurers could get insurance departments to approve whatever terms they wanted, some would have obtained approval of forms that tried to contract around these rules, and those forms and the judicial reaction to them would have left traces among the hundreds of thousands of recorded insurance decisions. Moreover, at least some insurers do try to contract around these rules in other jurisdictions, as demonstrated by the Bermuda form of liability insurance, which contains an interpretation provision that declares both contra proferentem and extrinsic evidence out of bounds. (Masters et al)
The second piece of evidence that insurance regulators do not always accept whatever policy change that insurers request is the otherwise surprising absence of state-specific variations in insurance policy forms that attempt to contract around the results of pro-policyholder court decisions regarding insurance law issues on which state law is split. For example, perhaps the relative dearth of instances in which insurers attempt to contract around contra proferentem holdings that go against them and in favor of coverage are the result either of regulators refusing to approve of policy revisions that would alter the outcomes of those decisions or insurers deciding not even to attempt such policy revisions on the belief that such policyholder-unfriendly changes would be rejected by the regulators. The other reasons that insurers do not attempt more often to contract around contra proferetem rulings have been emphasized in Michelle Boardman's work on the persistence of ambiguous boilerplate in insurance policies. (Boardman, 2006) Boardman argues that insurers may choose not to redraft their forms, even though the court would permit them to do so, because they have decided that they can live with the court's implied-in-law term and, perhaps, because they can take advantage of the ambiguity in their dealings with insureds. We think the regulatory oversight (or fear of regulatory oversight) explanation is just as important in understanding why there are not more cases asking courts consider whether their earlier implied-in-law creations are mandatory.
Another example relates to liability insurers' right to recoup their defense and settlement costs when they defend and settle a claim for which they subsequently prove that they had no duty to defend.
The court decisions that refuse to permit insurers to recoup those costs point to the fact that the insurance policy does not contain a term authorizing such recoupment. Some decisions even state that they would reach a different result if there were such a provision in the policy. Yet, neither commercial general liability insurance policies nor the liability coverage part of personal liability policies are offered in forms that explicitly permit recoupment. While there are state-specific endorsements to these forms, such endorsements appear to consist entirely of terms that are mandated by state legislation or regulation, not terms that contract around state-specific default rules.
At this point, we have no way of estimating how frequently insurance departments (or insurers acting strategically in relation to insurance departments) turn a default, gap-filing implied-in-law term into a mandatory insurance contract term. But our sense is that the frequency is well above de minimis, especially if we include in that category decisions by insurers not to redraft that are based on the judgment that there is a risk that the redrafted form will not be approved. If we are right, the regulation of policy forms by state insurance regulators may not be the rubber stamp that the insurance contract law literature assumes it to be.
When the insurance regulator approves a particular policy term.
While it seems clear that the explicit regulatory disapproval of a change to a policy term (or of a change in the interpretation of the policy term), in effect, makes that term (or interpretation of the term) mandatory, the effect of a regulator's approval of a particular policy term proposed by an insurer is less clear. As courts have pointed out before, regulatory approval of a policy term does not resolve the question of interpretation; thus, even if a policy term has been approved for use in a policy, whether the term is ambiguous is a question that only the courts can resolve as they are the ones who actually apply the contract term in question to particular situations.
The more interesting question, and one that has been largely ignored in the literature, is whether a court is obligated to enforce a term in a standard form policy that is indisputably unambiguous and that was approved by the regulator for use in the policy. An argument can be made that such an unambiguous term ought to be enforced by the courts, so long as the regulator is (a) acting within its statutorily granted authority and (b) demonstrably carrying out its role as protector of policyholder interests. Although a full articulation of this argument is beyond the scope of this essay, to the extent that it is persuasive, there is an important corollary that is relevant to the current discussion: regulatory approval of a standard form term should generally trump any otherwise mandatory judicial doctrine or implied-in-law term that contradicts it.
The anti-concurrent cause exclusion found in many modern property insurance policies provides an example. The vast majority of courts have been willing to enforce those exclusions when the exclusions unambiguously result in a denial of coverage in particular concurrent-cause situation, even when those jurisdictions had an implied-in-law (dominant or proximate cause) rule that goes the other way. Thus, the implied-in-law term was a default rule. This outcome is, in our view, justifiable at least in part because of the fact that a regulator approved the exclusion. If there were no such regulatory approval, as in most non-insurance contractual settings, the court would be required to do its own independent enforceability analysis, deploying such doctrines as unconscionability and reasonable expectations. 9 9 The decision by the California courts not to enforce the clear anti-concurrent-cause exclusions is an exception that proves the rule. However, the California court's decision was based largely on a statutory provision. Specifically, an insurer in California is by statute liable for a loss "of which a peril insured against was the proximate cause, although a peril not contemplated by the contract may have been a remote cause of the loss; but he is not liable for a
On the most extreme version of this view, if a term is approved by the regulator, the court should not have the authority to find the term unenforceable, unless the court can make the case that the agency has somehow exceeded or failed to exercise its oversight authority or, perhaps, that a particular application of the term raises public policy concerns that were not considered by the agency. (A narrower formulation of the latter exception would limit it to public policy concerns that a reasonable agency would not have foreseen.) Unless one of these exceptions applied, a court would have to enforce the term even if it thought that the term was ill-conceived or the product of some sort of market failure.
The reason for such a decision rule has to do with comparative institutional advantage. As discussed above, insurance regulators are usually in a better position than courts to make determinations about the presence or absence of market failures in insurance markets and the implications of those
market failures for what terms should be mandatory or default. More generally, insurance regulators should be in a better position than courts to determine what is in the best interests of insurance purchasers-what the average insurance buyer expects to get when they buy coverage and how much they expect to pay for it. If it is true that state insurance regulators have a comparative advantage over courts (because of their information-gathering abilities and their expertise in insurance markets), then a decision by a regulator that the overall social benefits of a particular policy term outweigh the costs should not be overridden by a court.
That conclusion assumes, of course, that the insurance regulator is not exceeding its authority granted by the legislature and that the regulator is in fact doing its job. (2010)). In a sense, then, it was the California legislature, rather than the California court, that made the determination that the dominant cause rule would be mandatory rather than default. As a result, it was the state legislature and not the court that was overriding the regulatory decision to approve the term.
courts should defer to a state insurance department's approval of a form are big questions, too big for this essay. But we can at least outline a few factors that a court might take into account in deciding how much to defer and under what circumstances.
Obvious factors to consider would include the need for insurance-specific expertise and agencystyle fact-finding authority to make a good decision about the enforceability of an insurance policy term, the presence of the relevant expertise and fact-finding authority in the particular insurance department that approved the term at issue, and the quality of the insurance-policy review process that was in place for the term being litigated. 10
VI. Rules Versus Standards in the Drawing the Mandatory/Default-Rule Boundary
Courts that seriously consider these factors and give strong deference when appropriate, and little or no deference when not, could help improve the efficiency of the insurance market by encouraging insurance departments to invest additional resources in the policy review process.
The argument here is analogous to an argument sometimes made in connection with judicial deference to federal agency decision making. That is, some commentators have suggested that the decision by courts to defer to federal agency interpretations of statutes should depend to some extent on whether the agency is applying is special expertise in a genuine effort to carry out congressional purposes. (Eskridge & Baer, 2008 ).
The distinction between rules and standards in law is familiar, and the economic analysis of this distinction is well known. Rules require the lawmaker to have a great deal of information ex ante, before 10 Two kinds of rules for which insurance regulators have less expertise than courts and, thus, for which significantly less deference by courts may be due are (a) rules that are merely the insurance-specific instantiation of ordinary contract law rules, such as interpretation, waiver and estoppel, misrepresentation, the duty of good faith, and remedies, and (b) rules that relate to the involvement of insurance in the civil justice system. Courts, judges in particular, have substantial relevant expertise regarding both sets of rules, especially the first. With regard to the second, courts are most likely to have insurance-specific expertise in the context of liability actions, and they are more likely than insurance departments to prioritize access to civil justice. Thus, to the extent insurance law rules should take into account such civil justice externalities as victim compensation and civil recourse, courts have greater institutional competence, since courts decide not only insurance contract cases but also tort cases. This obviously is a concern only with respect to insurance law doctrines as they are applied to liability insurance, where there are injured victims who (a) are not a party to the insurance contract, and thus will not necessarily be well protected by the terms of the agreement between insurer and insured, and (b) are not an active and engaged constituency of the insurance regulator, and thus will not necessarily be well protected by the decisions of the agency.
the regulated event takes place. Standards are relatively vague and open-ended by comparison, and their efficiency depends on the ability of the legal decision maker, often a court, to provide those standards with content in the application to particular cases after the regulated event takes place. For example, whereas choosing the optimal speed limit (the quintessential rule) can be difficult and in some ways arbitrary, applying that rule to particular cases is relatively simple. One is either speeding or not. By contrast, a standard that prohibits "reckless driving" must be given content by the courts applying the standard to particular cases. The economic analysis of rules and standards reaches an unsurprising conclusion: sometimes rules are more efficient; sometimes standards are; and sometimes it is efficient to have both.
How does the rule/standard distinction apply to the mandatory/default-rule question in contract law and insurance law? As it turns out, there is an approach to drawing the mandatory/default-rule boundary that is more standards-based and there is an approach that is more rules-based. Which approach is more efficient will depend on the situation. To see this basic point, consider an example of a rulesbased approach adopted in the recently approved first chapter of the American Law Institute's Principles of the Law of Liability Insurance (PLLI), of which we are the reporters. The PLLI recommends a new rule designed to protect a particular class of insureds who are likely to be relatively unsophisticated in commercial matters. The rule itself has to do with the insurer's defense of misrepresentation. The traditional rule is that an insurer may defend against a claim for payment under a policy, and may retroactively rescind that policy, if it can show that the insured made a material misrepresentation on which it (the insurer) reasonably relied. And the rule, as stated in the hornbooks and as applied in most jurisdictions, had something of a strict liability flavor to it. That is, the insurer is not required to show any sort of fault on the part of the insured. This rule has proven to be disastrous for insureds who make innocent misstatements on their insurance applications that turn out to be material. The new PLLI rule provides protection for innocent insureds, by limiting the insurers' rescission remedy to situations in which they can demonstrate that the misrepresentation by the insured was either intentional or reckless.
The rule is meant to protect the relatively unsophisticated insured. However, the relevant question for current purposes is whether this new rule should be mandatory or waivable by contract.
In answering this question one could imagine either a standards-based approach or a rules-based approach. A standards-based approach might permit insurance contracts to waive this new protection for the insured if and only if the court enforcing the contract were to determine that the insured in the case were sufficiently commercially sophisticated and to be able to protect itself in the negotiation process.
Under such an approach, courts hearing insurance contract disputes would be called on to assess the relative sophistication of the insureds. The benefit of this approach would be its flexibility: only the parties in need of protection would receive it, at least insofar as the courts do a good job of drawing the distinction between commercially sophisticated and commercially unsophisticated parties. The downside of such a standards-based approach, however, is apparent: Not only would it be difficult for courts to determine commercial sophistication in particular cases, the fact that such a determination would have to be made in each case would itself create uncertainty for insurers. They would have to guess what rules would apply to their contracts-whether particular waivers of the new misrepresentation protection would be enforced-in deciding what premiums to charge.
The rules-based approach, a version of which the PLLI adopted, is much simpler and entails less uncertainty. Under such an approach, the class of parties who would be entitled to contract around the new misrepresentation protection would be defined ex ante (as with the speed limit). Thus, the PLLI provides specifically that the new protection for unintentional and non-reckless misrepresentations should be merely a default rule for "large commercial policyholders" but should be mandatory for everyone else.
Further, the PLLI defines a large commercial policyholder in a very specific way, tying the definition to a particular net-asset threshold that is used in federal securities laws (which is presently $10 million). The idea behind this particular way of drawing the mandatory/default-rule boundary is that (a) consumer insureds will be mandatorily protected, (b) small business insureds will also be mandatorily protected, but (c) larger business insureds would be able to contract out of the new remedy if they so chose. The obvious downside of the rule is that it is both over-inclusive and under-inclusive. On the over-inclusive side, some consumer and small business insureds are in fact commercially sophisticated and can probably take care of themselves; if they choose to waive the new misrepresentation protection, then it is probably the efficient outcome. But the PLLI's rule-based approach does not permit them to do that. On the under-inclusive side, some business insureds with more than $10 million in net assets may well be relatively unsophisticated when it comes to purchasing insurance, but they are not protected by the PLLI's rule; if their policies contain a waiver of the new protection, the PLLI say that such a waiver should be enforced. Our view is that the costs of this rule-based approach are exceeded by the benefits. Which is to say that they are exceeded by the costs of the alternative, standards-based approach, described above.
Conclusion
Designing an efficient regime of insurance law, as with contract law generally, requires not only efficient default rules and mandatory rules, but must also have a sensible way of determining when a rule will be one or the other. Most insurance policies are standard form agreements whose language is crafted by insurance companies and their representatives, and the terms of those policies can be altered by the drafters, within the limits of what state regulators will allow. Although most of insurance law, therefore, is determined by the agreement of the parties, some terms in policies are made mandatory by legislation or by regulatory fiat; and some insurance law doctrines impost mandatory obligations on the parties. This essay has provided a typology of mandatory insurance law rules and argued that those rules should be made mandatory only when there is a market failure rationale for doing so. In addition, the essay explains the role, and the potential role, of the insurance regulator in determining whether a particular rule of insurance law is mandatory or merely a default. For example, some terms are probably included in insurance policies by insurers, and some terms are probably excluded, because of the belief that the regulator would otherwise not permit the policy to be sold. This is a form of implicit regulatory mandate for those terms. Finally, the essay explains how the rules/standard distinction can play role in the optimal mandatory/default-rule boundary.
